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OP1 NI ON

These appeal s are nmade pursuant to section
185331/ of the Revenue and Taxation Code from the
actions of the Franchise Tax Board on the protest of
Bruce A and Susan E. Carver against a proposed assess-
ment of additional personal incone tax in the anmount of
$3,400.00 for the year 1979, and on the protest of
Randal | B. and Suzette Carver against a proposed assess-
ment of additional personal inconme tax in the amount of
$417.79 for the year 1979.

I/ Unress otnerw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the year in issue.
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.Appeals of Bruce A and Susan E. Carver
and Randal T B. and Suzette Carver

_ The issue presented by these appeals is whether
cash disbursenents nmade during the year at issue to
apPeIIants by their famly-owned corporation were distri-
buti ons of corporate earnings or bona fide | oans.

pellants Bruce A Carver and Randall B.
Carver are brothers. As their apﬁeals I nvol ve simlar
facts involving the same issue, their appeals have been
consolidated. As Susan E. Carver and Suzette Carver have
been included in these aﬁpeals sol ely because they filed
oint tax returns with their respective husbands, the two
rothers will be referred to as "appellants."

Appel ' ants are officers and sharehol ders of the
Carver Corporation. Each brother owns one-third of the
out standi ng shares of their closely held corporation.
Ihehother one-third of the shares 1s held by their
at her.

I'n earlﬁ 1979, appellants and their father'
began to take cash advances fromtheir corporation in a
formthey referred to as "unsecured |loans." By June 30,
1979, Bruce Carver-had been advanced $51, 000, Randal
Carver received $7,500, and their father, Arthur Carver
received $35,000. The brothers also benefited from
"work done" Dby the corporation in the follow ng anounts:
Bruce carver, $596; and Randal| Carver, $3,797.

~On June 30, 1979, $58,500 of these advances

were forgiven by the corporation in the formof "bonuses"
in the followi ng amounts: Bruce Carver, $16,000: Randal
Carver, $7,500; and Arthur Carver, $35,000. On July 1,
1979, notes were signed by appellants for the bal ance of
the amount appellants owed to the corporation. The notes
were payabl e on demand w t hout anY fixed repa%nent _
schedul e and specified an interest rate at "the m nimm
legal rate,"” i ch the Bartles interpreted to nean 0
ercent interest. The balance of the anpunts owed by the
rothers as sharehol ders was entered in the corporate
books as "notes Receivable - Oficer's Account.

_ Respondent audited the above transactions and
determ ned that the advances were actually constructive
dividends. Appropriate assessnents were issued and
appel lants protested. Wthin a week after the protest
hearing, the |oan balances 'were repaid. Despite the
repaynents to the corporation, respondent affirned its
assessnments.  These appeals fol | owed.
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Appeal s of Bruce A and Susan E. Carver
and Randall B. and Suzette Carver

Whet her withdrawals froma corporation by a
st ockhol der represent |oans or taxable dividends depends
upon all of the facts and circunstances surrounding the
transactions between the sharehol der and the corporation.
(Wese v. Comm ssioner, 35 B.T.A 701 (1937), affd., 93
F.2d 921 (8th Cr. 1938), cert. den., 304 U S 562 [82
L. Ed. 15291, rehg. den., 304 U.S. 589 [82 L.Ed. 1549]
(1938); Roschuni v. Comm ssioner, 29 T.C 1193 (1958),
affd., 27T F.2d 267 (5th Cr. 1959), cert. den., 362 U.S.
088 [4 L.E4.2d4 1021] (1960).) A determ nation that a
wi t hdrawal constitutes a | oan depends upon the existence
of an intent at the tine the withdrawal was made that it
shoul d be paid back. (Atlanta Biltmore Hotel Corp. v.
Conmi ssioner, ¢ 63,255 I.C M (P-H (1963), affd., 349
F.2d th Cr. 1965); dark v. Conm ssioner, 266 F.2d
698 (9th Cr. 1959).) The crucial concept |n.f|nd|n? a
constructive dividend is whether the corporation conferred
an econom ¢ benefit on the stockhol der wthout expecta-
tion of repayment. (Appeal of MIton K and Irene T.
Harwood. Cal. St. Bd. of Eaqual., June 30, 1980.)

Because of the special relationship enjoyed by
related parties, famly control of a corporation invites
careful exam nation of transactions between sharehol ders
and the corporation. (Baird v. Conmssioner, 25 T.C
(1955); _Meyer v._Commissioner, 45 B. T. A 228 (1941).)
AccordinsTy. the burden of proving that the wthdrawal of
funds from their wholly owned corporation was, in fact, a
series of loans, and not taxable dividends, rests upon

appel l ants.  (Appeal of Richard M and Beverly Bert ol ucci
Cal. St. Bd. o %g? O y 4, ; eal o rdon
and zelda Rogers, |. St. 'Bd. of Equal., May 7, 1968.)

In support of their contention that the advances
made to them constituted | oans, appellants stress several

factors. As outlined below, we do not find these factors
persuasi ve.

The first factor uPpn whi ch appel lants rely is
the treatment of the transactions on the books of the
corporation as loans and accounts receivable. Appellants
argue that this treatnent, coupled with the executed
notes, is sufficient docunentation that the disbursenents
were originally intended as |oans. Appellants are incor-
rect in this conclusion. In the Appeal of A bert R and
Bel | e Bercovich, decided by this board on March 25, 1968,
Whi ch al SO iInvolved a fam |'y-owned corporation, we stated
that the treatment of withdrawals as |'oans on the corpo-
rate books is not conclusive evidence of their ultinmate
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Appeal s of Bruce A. and Susan E. Carver
and RandalT B. and Suzette Carver

character, but "nerely one factor to be considered wthin
the total factual picture." Further, the nere execution
of a note signifying indebtedness is even |ess signifi-
cant when the note, as here, is a demand instrument with
no fixed schedule tor r%?aynent and effectively does not
inpose interest. (See Bayou Verret Land Co. v. Conmis-
sioner. 450 r,2d 850 iStn Cr1. I19/1); Appeal of WITram
R. and May R_Horn, Cal. St. Bd. of Equal., May 19,

1981.) V€ also note that none of the note papers were
signed until the full anounts of the 1979 "l oans" were In
t he hands of the aﬂpellants and the bonuses had been
dgclareg, not at the tinme the original advances were

obt ai ned.

Limted weight attaches as well to the paynents
appel lants nade to the corporation supposedly in repay-
ment of the "loans." First, the only repaynments made
prior to respondent's action were in the formof bonuses,
sinpl e forgivenesses of debt rather than an actual pay-
nment. Forgiveness of |oans by means of a bonus has been
criticized 4v several decisions and is accorded little
weight. (see, e.9.' , Cruser v. _Conm ssioner, 1 61,060
T.CM (P-H (1961); Appeal of WTTiam R. and May R.

Horn, supra.) Second he na*orlty of tThe actual repay-
ment efforts were made only after tespondent had notified
aﬁpellants of its determnation and aPﬁeIIants had filed
their protests. Paynents nmade after e start of an
inquiry by respondent go far to weaken the "repayments"
as persuasive evidence of a pre-existing intention to
repay the amounts withdrawn. (Atlantic Biltnore Hotel
Corp. v. Comm ssioner, 349 F.2d 6// (oth Qr. 19695);
Appeal of "WTTTam R_and May R._Horn, supra.)

The Bercovich decision, discussed above, also
addresses another tactor upon which a?pellants have
placed reliance; nanmely, the fact that the disbursements
were not in proportion to stock ownership. Appellants
contend that this factor should weigh heavily in their
favor as an indication that the disbursenents were |oans.
Qur response to this argunent was clearly enunciated in
Bercovich, supra, wherein we stated, "[n]either isS it
decisive of the existence of |oans that the withdrawal s
by appellant and his two brothers fromthe corporation
were not in proportion to their stockholdings, or that
the brothers agreed to the larger withdrawal's nmade b
appel lant."  (See al so Appeal s-of George K. and Ann H.
Nagano, et al., Cal. St Bd. of EquUal., Dec. 10, 1981.)
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Apgeals of Bruce A. and Susan E. Carver
and Randa  an uzette rver

In explanation of the |ack of paynments and |ack
of collateral for the "loans" to Randall Carver,' appel-
lants state that the corporation knew M. Carver's salary
and that the amounts borrowed were not S|gn|f|cantlx_
large in conparison with that salary. Therefore, this
evidences the fact that the wthdrawal s were | oans.

We do not find this argunent persuasive because
no matter how small the advances nmay have been, the fact
remai ns that neither Randall Carver nor his brother nmade
any attenpt to secure their loans for the benefit of the
corporation or effect repayment during the year at issue.

See Tollefsen v. Commssioner, 52 T.C. 671 (1969);
peal of william R and May R. Horn, supra.)

In an attenpt. tojustify the larger advances to
Bruce Carver, appellants argue that because they had an
i ndependent busi ness purpose for Bruce Carver, the
I nprovenent of his personal real estate, the advances
were necessarily loans. W, however, are not concerned
with the business significance of the advances to Bruce
Carver. W are concerned wth the business purpose of
the "loans" to the corporation. (See Goldstein, et al
v. Conmissioner, ¢ 84,062 T.CM (P-H) (1984).) Wthout
any 1tnterest accruing for the corporation or any other
corporate benefit evident, appellants have failed to
provide us with any independent business reason why the
corporation would advance the noney to either brother

Finally, appellants argue that there were not
enough retained earnings' (at the end of the corporation's
fiscal year1979 to suppert the constructive dividends
claimed by respondent. m support of their position
appellants point out tha't the copy of fiscal 1979's tax
return shows that as of June 30, 1979, the corporation's
retained earnings were $21,296. If this latter figure
were accurate, and assuming there were no profits In
fiscal 1979, appellants would be correct in say|n9 t hat
al | advances from January 1, 1979, to June 30, 1979,
coul d not be dividends because there woul d not have been
enough retained earnings to declare dividends.

_ ~ Respondent notes, however, that the corpora-
tion's fiscal 1980 tax return states that the retained
earnlngs of the corporation as of July 1, 1979, were
$696,862. This figure is alnmost $676,000 higher than was
stated on the fiscal 1979 tax return. Both Tigures
regarding the retained earnings of fiscal 1979 should be
identical. If the latter figure is correct, there were
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Appeal s of Bruce A and Susan E. Carver
and Randall B. and Suzette Carver

anpl e retained earnings fromwhich to declare dividends.
We note that a taxpayer has the burden of prOV|n% t he

i nsufficiency of earnings and profits to support the
dividend claimed by respondent.  (Appeal of Jack A_and
Norma E. Dole, Cal. St. Bd. of Equal., Nov. 6, 1970.)
AppelTants have not attenPted to explain the discrepancy
in the retained earnlngs lgures or to prove that the
profits for fiscal 1979 were insufficient to declare the
subj ect dividends. Accordingly, Wwe nust conclude that
appel lants have failed to prove that there.was aninsuf-
ficiency of earnings and profits of the Carver Corpora-
tion to support the dividends clained by respondent.

_After careful assessnent of the record, we are
of the opinion that appellants have not net their burden
of proving that the subject advances were bona fide
| oans. Accordlngly, respondent's action in this matter
must be sustained.
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Agﬁeals of Bruce A and Susan E. Carver
and RandalT B. _and Suzefte Carver

ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T |I'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the actions of the Franchise Tax Board on the
protest of Bruce A and Susan E. Carver against a _
proposed assessment of additional personal income tax in
the amount of $3,400.00 for the year 1979, and on the
protest of Randall B. and Suzette Carver against a _
proposed assessnent of additional personal income tax in
the amount of $417.79 for the 1979, be and the sane is,
hereby sustai ned.

Done at Sacranento, California, this 4th day
of February . 1986, by the State Board of Equalization,

with Board Menbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Ri chard Nevins , Chai rman
Conway H Collis ,  Menber
Wlliam M Bennett . Menber
Ernest J. Dronenburg, Jr. . Menmber

Wl ter Harvey* . Menber

*For Kenneth Cory, per Government Code section 7.9
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